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N CONNECTION with the suggestion that was made in If this Budget receives the approval of the Congress, 
The Tax Review for September, 1946, relative to a the country will henceforth have the assurance that, 

cash basis for the federal budget, attention should be given with the single exception -of this item (i.e., recovery 
to some of the devices that are designed to limit or circum- and relief expenditures totaling $4,012 million) every 
vent this standard while yet creating an impression of current expenditure of whatever nature will be fully 
observing it. In one way or another, these devices would covered by our estimates of current receipts. 
apply the cash payment standard to part, but not necessarily The part of this particular budget which was in balance 
all of the budget. To maintain some appearance of logic, involved expenditures of $3,302 million. But the relief 
the expenditures are classified into two or more broad expenditures were expected to be more than $4,000 million. 
groups, and the cash basis rule, or the balance between Any reference to budgetary balance under such circum- 
revenue and expenditure, is limited in application to some stances could hardly have been greatly reassuring. 
classes, while other classes may be included or not. A The budget message for the fiscal year 1940 introduced 
policy of exclusion would usually be applied for the obvi- a distinction between ordinary and extraordinary expendi- 
ous purpose of any such device, whatever its form, would tures. These terms were defined as follows:3 
be to enable government to spend, in some degree, without Ordinary — “includes the operating expenditures 
taxing, and yet to get credit for having maintained a for the normal and continuing functions of govern- 
condition of budget balance. ment.” 

One of the oldest of these devices is a classification of Extraordinary — “includes those expenditures re- 
expenditure within the budget. Prior to the first World quired to meet the non-operating or the unusual cost 
War, the German budget distinguished expenditures as re- of government.” 
curring and non-recurring.1 The second of these classes These terms, like those which the German budget used 
was further separated into a) ordinary, and b) extraor- — recurring and non-recurring — lack a clearcut distinction 
dinary. While it would usually be possible to find good in the fiscal field as elsewhere. An example is provided 
grounds for treating some items of expense as non-te- by the treatment of federal public works, in a rearrange- 
curring, their classification as ‘‘non-recurring ordinary’’ ment of the federal expenditures for the fiscal years 1931 
expense obviously opens the door to a considerable amount to 1940 according to the new terminology. Note the 
of juggling with, payments which are actually part of the following:3 
regular, year by year, cost of the government. Since there General public works of an annual recurring nature 
was, also, in each annual budget, some expenditure under may fall in either class (i.e., ordinary or extraordi- 
the non-recurring, extraordinary class, the terminology nary,) but in view of their flexibility they have been 
served, principally, to mystify those who may have sought classed as extraordinary for the purposes of this state- 
to understand the German budget. ment. 

During the 1930's, ,warious sets of terms were employed Here we have the fundamental weakness of any such 
in the federal budget. At one time the expenditures were classification. It is that there is, first of all, no hard and 
grouped into a) general and b) emergency. This, of itself, fast basis of distinction, and second, that with any pres- 
is not objectionable. But it provided, at times, the op- sure on the revenue system, there is a powerful, often an 
portunity of intimating that the budget was partially bal- irresistible temptation to juggle items between the two 
anced. The budget message of January 3, 1935, transmit- categories. The juggling would always consist in transfer- 
ting the budget for the fiscal year 1936, contained the ring items from the ordinary to the extraordinary class, 
following:2 thereby facilitating a showing that budget balance was 

being maintained. A parallel case was the attachment of 
+c 5. oy Selected Readings in Public Finance, First Edition, 1906, national defense labels to the PWA projects that were utuder 


pp. 670, 
"Fhe ‘Badger of the United States Government for the Fiscal Year 1936, > ae ed 
3 Idem, 1940, pp. viii, ix. 
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way or planned back in 1940. Without change in the 
character or real purpose of the projects, they at once 
acquired a priority by this procedure which permitted 
their continuance, although in many cases their connection 
with the defense program was at best tenuous, and at 
worst, non-existent. 

Public works of an annual recurring nature are obviously 
part of the normal and continuing functions of government 
and they should be recognized as such. Nothing is gained 
by calling such expenditures extraordinary except, pos- 
sibly, a showing that the “ordinary’’ part of the budget 
is balanced. Transfer of any items in excess of the total 
receipts into the extraordinary class, regardless of the in- 
consistency between definitions and facts, will help in mak- 
ing such a showing possible. 

The classification of expenditures is, in itself, entirely 
proper and promotes better understanding of the fiscal 
problem.4 Too little attention, on the whole, has been given 
to the subject. Any scheme of classification becomes mis- 
leading when it is used to infer achievements equivalent to, 
or as good as, those produced by a genuinely balanced 
budget. 

A second device is the dual, or double budget, one per- 
taining to the current operations, the other to the capital 
improvements. It will be noted that the underlying idea 
is much the same as that contained in the German terms, 
recurring and non-recurring. That is, the current purpose 
expenditures, set out in the operating budget, are those 
which recur every year because the services used and the 
supplies purchased are being continuously consumed. This 
puts such expenditures in contrast with those far the so- 
called capital improvements, such as highways and public 
buildings, which endure for a period of years. 

It is evident, of course, that the expenditures of govern- 
ment, like those of business and of the individual, fall into 
these two general classes. Like the other sets of terms men- 
tioned, there is no fixed wall between them and many 
items for which not even as good a case exists as might 
be made for “public works of an annual recurring nature” 
find their way into the capital expenditure class. Early ex- 
amples, which it would not be too difficult to match today, 
are the issue of bonds by New York City to buy brooms 
for street cleaning, and to pay the salaries of water de- 
partment employees.5 

The important question raised by these classification de- 
vices is —- to what extent should provision be made out 
of current receipts of revenue or income, for meeting one 
one or the other group of expenses? Even under the most 
limited ‘onstruction of the cash basis, it would be reason- 
able to hold that, at least, the current purpose expenditures 
should be so met. The adverse votes on this point would 
come from those who look upon spending, taxing, and bor- 
rowing alike as mere instruments to be employed as some 
super-plan may determine. Needless to say, the cmatter is? 





4H. L. Lutz, Public Finance, 3rd Ed., Chapter III. 
5 Ibid, p. 804. 


being dealt with here from the standpoint that govern- 
ment, like the individual, must pay its way, either out of 
taxes collected as the spending occurs or out of future taxes 
to repay debt. 

Our question may therefore be phrased somewhat differ- 
ently than it was in the above paragraph, to read as follows 
~— under what circumstances is it proper for a government 
to borrow? 

The answer is not readily supplied by resort to any of the 
expenditure classification schemes mentioned above. To de- 
scribe some particular purpose or object of expenditure 
as non-recurring or extraordinary because this particular 
thing does not appear in each annual budget is of no great 
advantage unless the intent is to convey that its cost is to 
be covered by some extraordinary source of funds. But 
our problem is to discover when, or under what circum- 
stances, resort to borrowing, which is the extraordinary 
source of funds that is commonly used, is proper. Mere 
definitions do not muke a sufficient case for borrowing to 
pay for all non-recurring or extraordinary items. The prob- 
lem is best approached by considering the nature of public 
credit and its position as a fiscal resource. 

Public credit, as a special form of credit in general, means 
the ability to obtain present possession of purchasing power 
in exchange for an agreement to repay the same at a future 
time together with such interest on the loan as inay have 
been agreed upon. As in all credit transactions, the essen- 
tial thing sought is not the money or purchasing power, 
as such, but the goods or services that are to be secured 
through its expenditure. This is the essence of all business 
and personal credit transactions, and those of government 
conform to the general pattern. 

In this definition the significant point is repayment, 
which involves deductions from future income for this 
purpose, and in the meantime for interest on outstanding 
debt. In the case of private credit, the advisability of its 
use will depend upon the prospects of the borrower’s ability 
to fulfill the terms of the loan. In the case of government 
debt, these prospects rest upon the capacity and the willing- 
ness of the citizens to pay the necessary taxes. Obviously, 
to the extent that the loan enables government to dispense 
with taxation this year or next, there is a counterbalancing 
increase of taxes over the future life of the debt. 

Since the creation of debt thus automatically and neces- 
sarily involves charges against future revenues for interest 
and redemption, we have here one definite limitation upon 
debt accumulation. No absolute danger point would be 
valid in all cases, but there have been instances of cities 
so heavily burdened with debt as to require 50 per cent 
or more of current revenues for debt service. At any such 
level the capacity to provide properly for current services 
is necessarily gravely impaired. In the federal budget the 
annual interest charge is $5 billion, and if debt payment 
were to be at no more than 2 per cent annually of the 
present outstanding principal, the total federal debt service 
would exceed $10 billion. This would be 25 per cent of 
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the present high budget of $41 billion, and it would be 
40 per cent of a budget of $25 billion. 

Hence it would be possible to apply, as one test of a 
general nature, the relation of debt service charges to avail- 
able revenues. Financial difficulties are inevitable when the 
costs of debt become the dominant factor in the budget. 
A government in this situation should put its house in 
order by refraining from resort to debt until the burden of 
existing debt has been reduced. This is one of the steps in 
fiscal control that some states have taken with respect to 
municipal finances. 

The class of public debt for which the best case can 
be made is that incurred to acquire or construct genuinely 
self-supporting commercial undertakings. In such cases, 
given proper management, the revenues derived from the 
facility will suffice to provide for debt service in addition 
to the ordinary expenses of operation and maintenance. 
To the extent that such a standard is maintained, the debt 
cost is not a true budgetary burden and it will not impair 
the capacity of the debtor government to maintain current 
services. 

Except in the case of certain municipal activities and the 
various special authorities created to build and operate 
facilities for which tolls are charged to the users, self- 
supporting debt is uncommon. The great bulk of federal 
and state debt, and a substantial portion of municipal 
debt, is not self-supporting in this sense. 

The most feasible test by which to judge the appropri- 
ateness of borrowing versus current financing, outside of 
the self-supporting debt, is the relation of the cost of the 
project to the resources of the governmental unit. For ex- 
ample, a small community may need only one school build- 
ing, which would. normally have a service life of, say, 40 
years. Its cost would be quite disproportionate to the current 
annual revenue resources of the community. A bond issue 
to finance the construction of this building would be both 
appropriate and necessary. The total cost of the debt, in- 
cluding interest, would depend upon the maturity, which in 
any case should not exceed the useful life of the improve- 
ment. 

As we rise in the scale of governmental units toward 
those with the largest resources, namely the large cities, 
the states, and at the top the federal government, the 
case for maintaining a cash basis, even for the durable 
improvements as well as for current purposes, becomes 
stronger. While it is technically correct to say that a given 
bridge, or mile of road, or public building constructed by 
a state or by the federal government will have a service 
life measured in years, and hence that a loan for its cost 
is as proper as in the case of the small school district, yet 
the fact is that in a large unit a more or less continuous 
stream of capital improvements is necessary. When a regu- 
lar, annual program for various things like new roads or 
road reconstruction, bridges, public buildings and similar 
improvements is in prospect, this program in its entirety 
really becomes part of the ordinary and recurring cost and 
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should be paid for as such, despite the fact that each in- 
dividual item has a certain durability beyond the current 
fiscal year. 

A cash basis policy which would include, for all of the 
larger governmental units — municipal, state, and federal 
— the cost of the durable improvements as well as the 
current services would, in some cases, slow down somewhat 
the rate of expenditure over what it would be under a 
liberal debt policy. This is not wholly undesirable or dis- 
advantageous, for the availability of large sums is not 
highly conducive to careful planning and wise application 
of funds. The huge backlog of appropriations for war pur- 
poses in excess of the rate of current war spending, pro- 
vided us with an impressive demonstration of this proposi- 
tion. Moreover, under ordinary circumstances, the gain 
from the loan method is likely to be, in some degree, 
illusory. That is, the policy of paying cash, and thus of 
proceeding with an improvement program only as rapidly 
as the cash is available, does pile up an impressive result 
within a short time. 

A good illustration is provided by the contrasting policies 
adopted by the states during the great road-building era. 
Some states created large highway bond issues, others did 
very little debt financing for roads. In a few years each 
group of states was reasonably well supplied with hard- 
surfaced roads. The formula for distributing federal high- 
way aid during those years was so devised that it did not 
unduly favor or penalize any state or section, and hence 
it was not a material factor in enabling the cash basis states 
to keep up with the borrowing states in the road con- 
struction programs, for the latter were also beneficiaries of 
the highway grant program. 

When borrowing for durable improvements does occur, 
whether under a single, unified budget or under a separate 
capital budget, the rule of debt retirement within the rea- 
sonable useful life of the improvement should in any case 
be rigidly applied. If it is not, the whole purpose of the 
loan method, which is to equalize the tax burden of the 
improvement cost over that useful life, is defeated. It has 
been the neglect of this rule by some of the cities and other 
local units in the past, that has led to their financial diffi- 
culties. Obviously the rule would be neglected if a more 
or less continuous deficit policy were to be tolerated in 
state or federal finances. One of the strong reasons against 
the loan method as the regular and habitual method of 
improvement financing is the political resistance to the 
levy and application of taxes to debt retirement which 
develops as the debt load increases. 

We come, now, to the case of the grave emergency, 
which is most generally cited in support of borrowing rather 
than taxing. In this case we are far more likely to find 
that the high level of spending occurs in the current ex- 
penses rather than in the essential capital improvements. 
The relief costs during an economic depression provide the 
instance most generally cited, although the costs of war 
also fall into this class. Both in the depression and the 
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war, the bulk of the spending will involve payments for 
current services as against durable capital improvements, 
although the popular method of providing relief is by de- 
vising, or improvising, public works programs as the means 
of sustaining employment and incomes. 

Both an economic depression and a war may be classed 
as non-recurring so far as the current budget is concerned, 
but in a longer view each becomes recurring. The com- 
pensatory spending doctrine emphasizes that, with respect 
to depression deficits, there must be a clean-up of the 
loans by the time the next depression is likely to appear 
in order to avoid a gradual accumulation of debt from one 
cycle to another. When the first World War broke out, 
there was vigorous discussion among economists of paying 
cash versus borrowing. Professor Seligman supported the 
borrowing method, but pointed out that this policy must 
recognize the long-range recurring possibility and must be 
so shaped, both with respect to the amount of debt issued 
and the terms of repayment, as to assure retirement before 
the next war occurred. The following excerpt from Selig- 
man’s discussion is of particular interest in the present 
connection :6 

The conclusion, therefore, would be that in the case 
of a great war it would meet all the demands of 
justice to put part of the burden upon the present 
generation of taxpayers and to shift the remainder 
upon the taxpayers of succeeding years, with the un- 
derstanding that all the charges of the war will 
finally have been met before the period when the re- 
currence of a similar outbreak is within the realm of 
probability. 

The advice offered in this essay was not followed, al- 
though vigorous debt payment characterized the first decade 
after the first World War. Unless we can be assured of a 
century, or thereabouts, of peace, it is much less likely to 
be observed after the second World War. 

The fact is that we have never seriously tried, with all 
of the available devices at hand, to avoid deficits during 
a depression. It is assumed by the advocates of depression 
borrowing that the record of the early 1930's set, once for 
all, the pattern for any depressions or business reactions 
that may henceforth occur. Hence it is concluded, from this 
premise, that a resumption of federal deficits would be 
normal and proper, in the event that a downswing of the 
economic cycle should materialize. The foregoing premise 
and conclusion underlay the program which was expressed 
in the Full Employment Act of 1946. 

We may grant that variations of greater or lesser in- 
tensity are likely to occur in the economic activity of the 
nation. It cannot be granted, however, that the pattern of 
the early 1930's will be at all recognizable, if and when 


6E. R. A. Seligman, Essays in Taxation, 9th ed., 1921, p. 736. 


future downswings happen. Among all of the points of 
difference which might be cited between the condition of 
the national economy then and now, the following have a 
peculiar bearing upon the fiscal outlook: 

First, there now exist huge reserve funds for the sup- 
port of the unemployed and the aged. At the end of 
June, 1946, the unemployment trust funds alone totalled 
$7.4 billion, with another $7.6 billion in the Old Age and 
Survivors Insurance fund. To realize upon these funds it 
would be necessary to sell bonds to the public, but no in- 
crease of debt would be involved since the accumulations 
in these funds are already represented by special issues that 
are a part of the existing debt. 

Second, there is now a far more diversified and broadly 
based federal tax system than was available in the early 
1930's. This is true, also, for many of the states, in view 
of the extensive development of state sales taxes during 
the past fifteen years. 

Third, the organization of facilities for handling the re- 
lief load at the local, the state, and the federal level has 
been vasty improved as a result of the inter-governmental 
arrangements for administering and financing both the cate- 
gorical assistance (the aged, the blind, and dependent chil- 
dren) and the general relief cases. 

Fourth, under the Congressional Reorganization Act of 
1946, there will be inaugurated in 1947 a new plan for a 
legislative budget, in which expenditures and revenues will 
be considered together as a comprehenive fiscal program. 

In view of these developments, there is no need to ad- 
mit defeat in advance. There is, on the contrary, every 
reason for a strong effort to hold the budget line and to 
utilize the various fiscal resources mentioned above in a 
fight to preserve the fiscal gains achieved by the reduction 
of debt during the prosperous years. 

In conclusion, the federal government, as the unit with 
the largest fiscal resources, has the best case for operating 
on a cash basis. There is no particular harm in recognizing, 
through various classification devices, the differences in the 
characteristics of expenditures for various purposes. It is 
fundamental, however, that none of these devices be used 
as pain killers, as methods of cajoling the people into be- 
lieving that there is no danger in borrowing for a part of 
the costs as long as some part of them will be covered by 
the revenues. The only way to have a cash basis is to have 
a cash basis, which means cash on the barrelhead for 
everything that the government does. Frugality and bor- 
rowing cannot live in the same house. Having borrowed so 
much for so long, we must now learn to find our prosperity 
and our well being by living within our means. 

HarLey L. Lutz 
Professor of Public Finance 
Princeton University 





